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THE ROLE OF THE AUDITOR

The independent auditor has a unique and increasingly

important role in financial reporting.

So unique, in fact, is

this role that its function and the relationship of the auditor
to financial statements attested to by him are often misunder
stood.

Obviously, an understanding of the auditor’s role is

necessary to both preparers and users of financial statements
in order that they can take full advantage of his services.

The functioning and, indeed, the perpetuation of
our private enterprise system depends on the continuing con

fidence of investors and creditors in the reliability of finan
cial statements.

To provide this confidence is precisely the

role that the auditor assumes in the economic mechanism.

It

is through his attest function that credibility in financial

reporting is maintained.

Auditing Standards
To fulfill this function, an auditor makes an examina

tion of financial statements, and expresses his professional
opinion as to the fairness with which these statements present
financial position and results of operations.

His examination

is guided by auditing standards adopted by the American Institute
of Certified Public Accountants.

These may be summarized

briefly as:
1. General standards, which require that the examination
be performed with due professional care, by trained
persons, of professional competence, who are inde

pendent of those being audited.
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2. Standards of field work, which require that the work
be properly planned and supervised, an evaluation

of internal controls be made, and sufficient evidential
matter be obtained.
3. Reporting standards, which require adequately infor

mative disclosures in financial statements, prescribe

that the report shall state whether the statements
are presented in accordance with generally accepted
accounting principles and whether the principles have

been consistently observed, and require that the re
port contain the auditor’s opinion on the financial

statements or, in its absence, the reason why an
opinion cannot be expressed.

All of this is spelled out in ten auditing standards,
which are the ten commandments of the accounting profession.

These standards have been highly effective in raising the

level of performance of the auditing function.

As a conse

quence, investors and creditors can rely with confidence on
audited financial statements.

The auditor’s function has been carried out with

a notable degree of effectiveness, much to the benefit of
the investing public and the business community.

My purpose

today is not to dwell on this, nor to describe the role of

the auditor beyond the brief remarks I have already made,
since this audience needs no further explanation of the role

or further reminder of its significance.
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Instead, I wish to comment on some misunderstandings

of the role that seem to me rather general.

Also I wish to

explore some possible steps for expanding and strengthening
the role in order to improve the reliability of financial

statements still further.

Misunderstandings of the Auditor's Role

One common misunderstanding pertains to the degree

of responsibility the auditor assumes in expressing an opinion.
Each company, through the officers and management, bears the
basic responsibility for the fairness and accuracy of its

financial statements.

The auditor’s responsibility is con

fined to the expression of his opinion on the fairness of
the statements, taken as a whole, in accordance with generally

accepted accounting principles.

This distinction is important.

Some people so badly misunderstand the auditor’s
role that they assume he is a guarantor or insurer against

losses.

This attitude has brought about increasing concern

for the legal liability encountered by the auditor.

He is

willing to assume responsibility for his work in accordance
with standards of the accounting profession.

All too often,

however, a plaintiff who sustained losses when relying on

audited financial statements has claimed that the auditor
is liable even though he adhered to professional standards.
Until lately, courts have generally found the auditor

liable only for failure to adhere to professional standards.
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A recent case, though, held auditors liable for criminal fraud

for alleged failure to adhere to ill-defined standards
described by the court, and supported by a lay jury, long
after the audit took place.

bility is intolerable.

Submission to this kind of lia

Ways must be found to keep the

auditor’s liability commensurate with the responsibility he

undertakes when carrying out an audit guided by professional
standards.

Regardless of various court interpretations of
auditor’s liability, strict adherence to the Institute’s

auditing standards and accounting principles is essential.

In so adhering, the auditor is in a better legal liability
position and the public is better served.

Financial decisions are the responsibility of

management.

But the auditor exercises his professional

judgment as to these decisions.

While efforts are being

made to create hard and fast rules for accounting decisions,
there now is and, in my view, always will be the need for

professional judgments to be made.

Many aspects of financial

accounting depend upon future events, and this creates the

necessity for the exercise of judgment — for someone to
make a professional estimate of the future implications of

today’s financial transactions.
Another area of misunderstanding lies in the con
cept of materiality.

Every one readily understands, I believe,

that it simply means that immaterial items are not important
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or — expressed in financial terms — that small amounts
are inconsequential and that it does not matter how they are

accounted for and disclosed.

But, it seems that those who

use financial statements and those who prepare them, have

widely different views of where the line is drawn between
materiality and immateriality in financial reporting.

Ex

cept in a few isolated cases, there are no standards to
guide a Judgment.

Often those who prepare financial state

ments and the auditors who express opinions on them dismiss
some rather sizable amounts as not being material, while
analysts and investors are inclined to regard much smaller
amounts as being so.

Auditors sometimes think of materiality

in relation to net income for a year while others think of
materiality in relation to the change in net income compared

to last year or the trend over a period of years.
This is an area which is in great need of attention.
Auditors often tend to take the view that we must educate

the public as to the auditor’s idea of materiality.

I

think it is preferable for the auditor to conform to what
the consumer of his product regards as material.

One way

to approach this would be to develop a philosophy of ”it
makes a difference”.

If a figure or fact makes a difference

to users of a statement, then it is material.

Expanding the Role of the Auditor
The auditor’s role is considerable even though

limited to expressing a professional opinion.

And the
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accounting profession has been expanding the scope of that
role as public needs have grown and new standards have been
developed to help him meet those needs.

In the past few years the American Institute of

Certified Public Accountants has made major advances in
refining standards and extending the scope of the auditor’s

report.
A prime example is the earnings-per-share figure.

The profession for many years remained largely aloof from
this statistic, regarding it as a sometimes unreliable indi

cation of business results and,

taken by itself, nearly

always insufficient for a full understanding of those results.

Nonetheless, the public continued to concentrate on earningsper-sfiare figures, which appeared prominently in annual reports

and the press but were not covered by the independent auditor’s

opinion.

The Institute’s Accounting Principles Board responded

to this situation by issuing Opinions which call for improved
and standardized earnings-per-share figures — before and after

extraordinary items, primary and fully diluted — all to be
presented on the income statement, and thus to be covered.

by the opinion of the auditor.

Another expansion of the auditor’s role is about
to take place.

Last month the Accounting Principles Board issued

an

exposure draft of a proposed Opinion which would require

an audited source-and-application-of-funds statement to be

presented along with the balance sheet and income statement.
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Here again, the profession is extending the auditor’s role
because of the need to add credibility to useful financial
information.

The funds statement contains information on

changes in financial position which is not available from
the balance sheet and income statement.

This is just one need for expanding the auditor’s
role in reporting on financial statements.
Most companies present, at the beginning of their

annual reports, financial information headlined "financial
highlights” or ’’results at a glance”.

Often this information

is featured in press releases and often

it is the only

financial information read and considered by investors and
the public.

Although it is taken from the financial state

ments which are covered by the auditor’s opinion, the condensed

information is not so covered.

And sometimes a company may

put a different emphasis on the condensed information than is
presented in the financial statements.

This is not surprising, since there are no standards
covering the front-of-the-book highlights.

Companies may

present whatever they choose and, on occasion, some have made

presentations which might be considered to be misleading,

if measured by the same professional standards covering
the complete statements.
For example, a company might highlight earnings

before an extraordinary charge, while the full financial
statements would give equal emphasis to income before and
after such charges.

Similarly, ’’results at a glance” might
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focus only on primary earnings per share while the income
statement that is covered by the auditor’s opinion would
give equal prominence to that figure and to fully-diluted

earnings per share.
This situation could be improved by requiring
that the auditor’s opinion cover the condensed or highlight

information, thereby assuring consistency with the financial
statements and adherence to professional standards.
This extension of the auditor’s role would be

timely.

Condensed information is needed more and more as

financial statements become longer due to growing demands

for full disclosure and to growing complexity of business.

This added responsibility of the auditor should not entail
much additional work nor require an elaborate extension of

reporting standards.

The basic accounting and disclosure requirements

for more complete information are already well formed.

The

problem of developing additional professional standards

would relate primarily to the appropriateness of specific

items included in the highlights.
Another likely expansion of the role of the auditor
involves historical information.

Often companies present limited information covering

an extended period of time — perhaps five or ten years or
more.

This is highly useful information for security analysts

who are always interested in trends.

This information pre

sumably would be taken from reports of earlier years and in
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most cases would have been examined by the independent

auditor in those earlier periods.

Yet, historical summaries

are often not covered by the auditor’s opinion.
Instances occur where data of the earlier years

are not presented in conformity with the principles called
for by the accounting profession.,

Frequently, for example,

the historical summary presents the earlier information as

originally reported, instead of restated to include the

results of operations of companies taken over in a pooling
of interests. In the comparative statements covered by the
auditor’s opinion, the restatement of prior years’ results
is a requirement.

Users of financial statements should not

be subjected to this kind of reporting in which standards
are applicable, but are not being followed.

The solution to this problem is to require that

historical summaries appearing with the basic financial

statements be covered by the opinion of the independent
auditor.

Another useful extension of the independent
auditor’s function would be to cover product-line infor
mation when a company operates in more than one line of
business.

A Statement issued by the Accounting Principles

Board in 1967 encouraged this kind of reporting.

Many com

panies have since been reporting product-line information

in annual reports, and recently such disclosures have been

required in filings with the Securities and Exchange Commission.
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For the most part, these presentations have not
been subject to the independent auditor’s opinion.

The APB,

however, has on its agenda the development of an Opinion
which would make disclosure of product-line information
a requirement and provide standards for presenting it.
The auditor’s role might also be extended to cover

interim financial statements.

This would be a major advance.

It would require greatly-improved auditing techniques that

would enable the auditor to assume the added responsibility
without incurring excessive legal liability and uneconomical

additional work.
For publicly-traded companies, there is a great

deal of interest in quarterly reports.

Stock exchanges

require them and now the SEC is doing so, too.
Instances occur all too frequently in which in

terim financial statements present a picture that is con
siderably different from what appears in the year-end re
ports which bear the independent auditor’s opinion.

Yet,

the interim statements are often reported to the public as

widely as the audited annual reports.
Other possibilities exist for expanding the

auditor’s usefulness.

One, often discussed, is to require a specific

report on the internal controls of a company.
already done to some extent.

This is

It is required for regulatory

purposes for a few industries such as stock brokerage, and
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occasionally it is done in response to specific requests

from bankers and others.
Suggestions have been made that the auditor ex
press an opinion on management performance.

Often in

vestors would like to know from an independent source that

management has performed in an adequate fashion.

This is

a most difficult assignment for auditing and one in which

standards would have to be drawn very carefully before an
auditor would be able to express an opinion.

But it is an

area to watch and, if the demand increases, I believe that
the accounting profession will find a way to meet it.

Perhaps the most intriguing possibility for

furthering the role of the auditor lies in the area of
profit forecasting.

Most well-run organizations of any

size prepare budgets to guide the conduct of the business.

Investors, too, would like to see budgeted plans.

They

are more interested in a company’s future than in its past
results, which are all that historical financial statements

provide.
Association with forecasts presents many pro

blems.

Today’s professional standards prohibit the auditor

from involvement in a profit forecast carrying the impli

cation that he vouches for its accuracy.
Auditors concern themselves with forecasts for
various purposes, but seldom with those intended for the

public.

Clearly, standards are needed before they can be

in a position to add credibility to such profit forecasts.
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No doubt it will be some time before there is expansion of the
auditor’s role into this area.

Strengthening the Auditor's Role

Meanwhile, immediate progress is needed in improving
understanding of judgments and estimates of future events
that enter into historical financial reporting.

The fact that there are many judgments, estimates
and materiality factors involved in financial reporting

places a strain on the credibility of the auditor from time
to time.

The continued existence of alternative accounting

principles adds to the strain.
One of the auditing standards requires that he

maintain an independent attitude.

He also is obliged to

maintain financial independence from his client.

But it

is the client who pays his fee and occasionally instances
arise where an auditor’s judgment appears to be bent in

favor of the management that engages him.

Pressures of

this sort are met by strong counter-pressures because of

the auditor’s professional standards.

But, as long as

choices exist among various accounting principles and judg

ment is a factor in determining operating results, there

will be pressures applied and in a few circumstances there
will be companies that shop for a more compliant auditor.
Ways should be found to strengthen the hand of the auditor
when he is faced with a situation of this kind.
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One method that seems to be growing in use is

to provide an auditing committee of the Board of Directors
of a company.

Such a committee is composed of non-officer
This gives the auditor an influential group

directors.

with whom he can discuss any difference in judgment he may

have with the client’s operating management.

This practice

should greatly relieve pressures of shopping for accounting

principles.

But even this avenue may not be sufficient.

The

auditor should have the right to communicate with his real

client — the investors, the shareholders and possibly

even the general public.

He should have the privilege of

speaking at shareholders’ meetings, including the first
meeting following his withdrawal from the engagement.

I

recognize the possibility that the auditor is also fallible
and that his view may not be correct.

But, at least he should

have the opportunity to make it known to those to whom it
could make a considerable difference.
The American Institute has already moved toward

requiring an auditor to make known his findings in cases

of a dispute with his client.

The Institute ’s committee on

auditing procedures has issued a statement which calls for
the auditor to make disclosures when management does not

take steps to correct erroneous financial statements; the

auditor must disclose to appropriate regulatory bodies, and

to each person known to be relying on the statements, any
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material facts that he has discovered after issuance of
his report which would have caused his opinion to be differ
ent.

Having taken this step, the profession is, I believe,

in a position to require disclosure of additional matters
of controversy with the client management.

Perhaps a faster

way, and a safer way from a liability standpoint, would be

for the SEC to require the auditor to notify the Commission
of any controversy with a client regarding the fairness of

financial statements or proposed accounting treatments.

In this era of consumerism, the investing public
craves, and indeed deserves, financial information of un
questioned reliability.

The role of the auditor is to

add credibility to financial information.

Strengthening

that role is in the public interest, and it is also in the
enlightened self-interest of all segments of the business

and financial community involved with financial reporting.
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